The paper explores the factors influencing banking outreach. Using time series data on Indian states for 1973-2004, the analysis indicates a divergence across states in terms of the outreach of formal finance over time, ceteris paribus. The findings also uncover an important role of literacy and physical infrastructure. As well, the analysis also point to the fact that the spread and use of banking services can be adversely affected by unfavorable labor regulations. Robustness tests reinforce these findings.
INTRODUCTION
Financial outreach is widely regarded as a critical factor in making financial products and services available to a wider segment of the population. This assumes all the more relevance in emerging economies where such facilities typically tend to exclude vast sections of the populace, especially the underprivileged sections of the society. Crosscountry evidence suggests that in several African economies, there is less than one bank branch per one lac people; in developed economies, these numbers are quite high. By way of example, UK has 184 branches per 1,000,000 people, while it is even higher for Germany, Italy and the US (Beck et al., 2007) . In contrast, Zambia has just 0.2 bank branches per 1000 square kilometers compared to over 600 per square kilometers in Singapore. Recent cross-country evidence appears to suggest that 19% of developed world adults do not have bank accounts, whereas these figures are as high as 72% in the developing world (Kendall et al., 2010) .
The literature on financial sector development has primarily focused on measuring, assessing the determinants and evaluating the economic impact of financial sector depth. Presumably owing to paucity of adequate information, very little is known about the penetration, usage and availability of banking services across countries and most importantly, their determinants.
In large federal structures, an additional dimension is introduced by the existence of component federal states with their democratically elected governments. The latter, in effect, provides a convenient anchor for studying sub-national dimensions of policy actions. Since the nation comprises of several states with not only differential growth patterns, but also differential abilities to respond to macro policies, it would therefore, be of interest to understand the extent of such reactions at the state-level.
Towards this end, the paper employs India as a case study and examines the factors affecting banking outreach at the sub-national level. Taking on board the recent developments in the literature (Beck et al., 2007) , it utilizes a consistent set of indicators of banking outreach and explores their empirical association with a set of state-level variables, such as those relating to its economic structure, educational attainment, infrastructure availability and institutional quality.
The analysis highlights an important role for state-level variables in explaining banking outreach. While the importance of literacy in explaining banking outreach is quite pervasive, it appears from the analysis that institutional quality is an important factor affecting the penetration and availability of banking services, although its role in impacting the use of banking services is limited. As well, the analysis indicates significant differences in the extent of banking outreach for coastal versus land-locked states.
The paper makes several contributions. First, the paper augments the evolving literature on banking outreach. In emerging markets, owing to lack of adequate institutional and informational infrastructure, imperfections in financial markets is quite pervasive. The effect of such asymmetries is felt particularly by small entrepreneurs with limited collateral backing. As a consequence, the importance of well-developed financial systems for economic growth and poverty alleviation can hardly be over-emphasized (Beck et al, 2004; Levine, 2005) .
Second, the paper belongs to the literature that explores the sub-national effects of greater banking outreach. Although several studies for India have focused on the finance-growth interface (Burgess and Pande, 2005; Topalova, 2008) , few studies assess the factors impacting banking outreach. Even more importantly, none have explored the factors affecting the different measures of banking outreach at the sub-national level.
Third, the analysis explores the how banking outreach varies across region, geography and income characteristics. Taken together, this can provide policymakers with a holistic picture on the degree and scope of policy intervention in their quest for inclusive growth. The findings could therefore hold important insights for policymakers.
Finally, the study belongs to a wider literature which examines the role of economic policies in influencing banking outreach. The evolving literature on India in this context (Sachs et al., 2002a; Besley and Burgess, 2004; Aghion et al., 2003 Aghion et al., , 2008 Mitra and Ural, 2008; Hasan et al., 2007; Sarma and Pais, 2008; Bhandari, 2009) have identified important effects of varied legislations on sub-national growth performance.
Whether and to what extent some of these legislations impact banking outreach has not been examined earlier and this is one of the important aspects being addressed in the paper.
The sub-national governments within India offer an ideal laboratory to examine the different facets of banking outreach. First, like the US and several other emerging economies, India is a federal polity comprising of states with their own democraticallyelected governments and consequently, a measure of policy autonomy. Over time, the states have acquired distinct characteristics, driven by a multitude of factors, including their geographical location, policies pursued, the quality of infrastructure availability and institutional characteristics. In this process, the feasibility of the strategies pursued to increase banking outreach can provide practitioners with useful leads to re-design and fine-tune their strategies. Second, comparison of institutional and financial characteristics across countries is often rendered difficult owing to divergences in their historical experiences, institutional environment and the legal setup. Sub-national data, in contrast, does not suffer from such deficiencies, limiting the possibility of unobserved heterogeneity at the cross-section level. Third, India is one of the few important emerging economies with a comprehensive and reliable state-level database. The database is comparable across states and is time varying in nature which makes it amenable to rigorous statistical analysis. The findings could be representative of such association among the relevant variables in other emerging markets as well.
The paper comprises of six sections after this introduction. Section 2 highlights the various theories of banking outreach to extract certain hypothesis about its possible determinants. This is followed by an overview of the Indian experience in this regard. A description of the stylized facts for the Indian states with emphasis on banking outreach is contained in Section 4, followed by the data and variables in the subsequent section. Section 6 discusses the regression findings. The final section gathers the concluding remarks.
BANKING OUTREACH: THEORIES
There is by now a significant volume of literature that suggests that finance matters for growth. Cross-country studies (Levine and Zervos, 1998) as also evidence at the industry (Rajan and Zingales, 1998; Aghion et al., 2008) and firm (Demirgúc-Kunt and Maksimovic, 1998) levels offer persuasive evidence that various measures of financial development are positively and significantly related to economic growth (See Levine, 2003 for an overview). Besides, finance helps in improving income distribution and poverty reduction. Beck et al. (2004) uncover evidence to suggest that financial development causes less income inequality. Clarke et al. (2006) also finds that the level of inequality declines as finance develops. Honohan (2004) shows that financial depth explains the level of poverty.
Evidence appears to suggest that the use of financial services is positively correlated with economic development. In particular, the proportion of households with an account in a financial institution is higher in developed countries (Peachey and Roe, 2006; Honohan, 2006; Beck et al., 2007) . In addition, Beck et al. (2006b) reports that barriers to banking are negatively correlated with economic development. This would suggest that higher levels of per capita income would be associated with higher banking outreach. Besides, if greater use of formal financial channels can be interpreted as greater banking outreach, this would suggest that the initial value of banking outreach would be a major determinant of the current extent of banking outreach. This gives rise to our first hypothesis:
H1: Higher per capita income levels are associated with higher banking outreach
Second, the structure of the economy can have a significant bearing on banking outreach. Evidence appears to suggest a broad correlation between levels of banking outreach and levels of affluence (measured by GDP per capita), which is consistent with previous research (Kempson, 2006) . Where affluence is high, banking outreach tends to be high. Taking this consideration on board, we consider the share of agriculture in the economy. It can be argued that higher shares of agriculture in total output is a proxy for poverty and high poverty would entail lower per capita incomes and consequently, lower banking outreach. This leads us to our second hypothesis:
H2: Higher share of agriculture would be associated with lower banking outreach An important demand-side factor behind financial exclusion is the low levels of literacy in general and financial literacy, in particular. With growing sophistication of financial products and services, it is becoming increasingly difficult to navigate the financial marketplace and compare products for their risk and rewards. As a result, individuals increasingly have to assume greater responsibilities in managing their finances. Under these circumstances, financial education can play a critical role by equipping consumers with the knowledge required to choose from a myriad of financial products and providers. In addition, financial education can help provide individuals with the knowledge necessary to create household budgets, initiate savings plans, manage debt and make strategic investment decisions for their retirement or for their children's education. Financially literate customers increase the demand for, and responsible usage of, financial services. Being educated financially therefore enables individuals to better appreciate the possible contingencies and save for a rainy day, in an appropriate manner. Therefore, having basic financial planning skills can help families to meet their near-term obligations and maximize their longer-term financial well-being. This leads to our third hypothesis:
H3: Higher levels of literacy are associated with increases in banking outreach
Lack of formal employment can engender additional barriers to inclusion in the formal sector. This will all the more be the case if there is lack of flexibility with which labor laws are administered (Besley and Burgess, 2004) . Retrenchment of labor and closure of industrial units require the consent of state governments, permission on which might often be difficult to obtain. This could lead to sporadic incomes and make it difficult for individuals to accumulate savings. They tend to earn and spend their wages in cash, so their transactions circumvent banks. As a result, they do not develop a verifiable transactions history, limiting access to formal finance. This gives rise to hypothesis four:
H4: Higher mandays lost could lower banking outreach
An obvious supply side factor hindering banking outreach is the absence of formal financial institutions in close proximity. For low-income households, the costs of visiting a branch could be prohibitive. Such costs include not only transportation costs, but also the loss of daily wages. Therefore, many low-income people in remote areas where such facilities are not available within a reasonable distance tend to rely more on informal markets. This would suggest the following hypothesis:
H5: Lack of adequate infrastructure could act as a hindrance in banking outreach
Finally, the quality of institutions can help stimulate growth by making the policy environment more business friendly through deregulation, decontrol and procedural simplification. Recent economic research highlights the role of institutions in promoting and sustaining long-run growth (Acemoglu et al., 2001; Rodrik et al., 2004) . To the extent that higher growth translates into better per capita incomes, this would imply that the impact of improved institutional quality on banking outreach would be positive. This leads to the final hypothesis:
H6: Improvements in institutional quality engender higher banking outreach
BANKING OUTREACH: OVERVIEW AND INDIAN EXPERIENCE
This paper is related to an emerging literature on access to financial services. Extant research analyzes access to financial services at the bank (Beck et al., 2006a) and firm (Beck et al., 2006b ) levels. More recently, Beck et al. (2007) presents cross-country data on banking sector outreach (such as branch and ATM penetration, deposits per capita, and loans per capita) and show that these indicators closely track more difficult and costly to collect micro-level statistics of household and firm use of banking services.
A detailed study by the European Commission (2008) classifies the 25 EU economies in terms of their level of financial exclusion and finds four transition economies (Hungary, Poland, Lithuania and Latvia) experiencing maximum financial exclusion. The number of factors that increased the odds of being financially excluded increased with the level of financial exclusion experienced in a country. Salient among these included age, employment status and household income of the respondents. Evidence for the UK indicates that the percentage of financially excluded (without access to any kind of bank account) in 2002-03 was roughly 8%, as compared to around 3-4% for Australia and Canada.
In the Indian case, the foundation for broad-basing the institutional credit structure and promoting greater financial access can be traced to the findings of the allIndia Rural Credit Survey (RBI, 1954) . The findings of the Survey indicated that, out of the total borrowings of farmers in 1951-52 estimated at Rs. 7.5 billion, commercial banks provided less than 1%, while moneylenders provided 70%. The distribution of bank branches was also highly skewed, with nearly 38% of the bank branches being located in urban and metropolitan/port town locales in 1969. Even in terms of distribution of bank credit, the share of private corporate business exhibited an overwhelming increase, from 44% during 1957-61 to over 60% for the quinquiennum ending 1969.
These egalitarian features in the pattern of credit extension coupled with several other disquieting features culminated in the process of bank nationalization (See, for instance, Nachane et al., 2007) . The first phase of nationalization, beginning July 1969, led to the advent of "social banking" where the State took control of the banking sector and made it a tool for promoting social objectives. A critical ingredient of this strategy entailed the imposition of the 1:4 license rule in 1977, wherein banks could open a branch in a location with one or more branches only if it had opened four in a location with no branches ("unbanked location"). Thus, over the period 1969-91, over 50,000 new bank branches were built, predominantly in rural locales (Table 1 ). The outstanding deposits of these branches at Rs. 678 billion (≈US$ 14 billion) in March 1991 constituted 35% of their total deposits, while loans outstanding at Rs. 438 billion (≈US$ 9 billion) comprised two-fifths of outstanding credit.
1 As Burgess and Pande (2005) demonstrate, by improving access to cheap formal credit for the rural poor, this redistributive nature of branch expansion strategy made a significant dent on rural poverty. The second phase of public policy towards promoting greater banking outreach can be traced to the inception of financial sector reforms in 1991. Salient features of this period included higher allocation of credit to private sector, lower pre-emptions by the government sector, moving away from administered to market-determined interest rates both for commercial and government borrowings, increased competitiveness with entry of de novo private banks and liberal entry of foreign banks. The "market discipline" wrought in through broad-basing the equity base of state-owned banks made them consciously focus on their bottomlines, contain delinquent loans, introduce better risk management practices and extend banking outreach through better adoption of information technology (Chairlone and Ghosh, 2009) . Although priority sector lending norms exist, the norms have progressively been expanded to encompass increasing number of sectors and activities. In a sense, the period has demonstrated that policies for inclusive banking have to exist concurrently with encouraging strong and efficient financial institutions.
Several important features of the strategy towards promoting inclusive banking during this period deserve mention. The first was the initiation of the Self Help Group (SHG)-Bank linkage program in 1992. The initial progress of the program was lackluster with only 32,995 groups being credit-linked during 1992-99. Since then, the pace of the program accelerated with the cumulative number of SHGs financed increasing from 0.1 million to 1.1 million during the four-year period ending March 31, 2004 and cumulative bank lending amounted to Rs. 39 billion (≈US$ 0.8 billion).
Second, a system of Kisan Credit Cards (Kisan, meaning farmer) was initiated in 1999 to provide adequate and timely financial support in a flexible and cost-effective manner from the banking system to farmers for cultivation needs and purchase of inputs. Till 2004, a total of 9.3 million such cards have been issued with amount outstanding of nearly Rs. 380 billion (≈US$ 8 billion).
On a broader plane, the Indian central bank has adopted a two-pronged strategy to generate greater awareness and expand the reach of banking services -which can be termed as empowerment and protection (Mohan, 2006; Subbarao, 2009) . As regards the former, banking outreach is the first stage of the process. This has been buttressed by inculcating awareness among the masses about financial products through financial education. Concurrently, an advisory mechanism in the form of credit counseling has been encouraged to help distressed borrowers and bring them within the fold of formal finance. As regards protection, a Banking Codes and Standards Board of India (BCSBI) have been established recently to ensure a comprehensive code of conduct for minimum standards of banking services to be offered by banks. In addition, a Banking Ombudsman Scheme has been instituted to redress deficiencies in customer service by banks.
BANKING OUTREACH IN INDIAN STATES: STYLIZED FACTS
We begin the analysis by providing an overview of banking outreach across states.
1 Following from Beck et al. (2007) , we utilize the following indicators of banking sector outreach at the state-level:
(a) geographic outreach: number of bank branches per 1,000 sq. km (b) demographic outreach: number of bank branches per 100,000 people (c) Loan accounts per capita: number of loan accounts per 1,000 people (d) Deposit accounts per capita: number of deposit (aggregate of savings, term and current) accounts per 1,000 people (e) Loan-income ratio: average size of loans to per capita net state domestic product (NSDP) (f) Deposit-income ratio: average size of deposits to per capita NSDP In particular, we focus exclusively on banking outreach for two major reasons. First, in a majority of countries including India, it is the banking sector that intermediates most of the funds in the economy: bank asset to GDP stood at over 80% in 2004. Second, consistent statistical information is available primarily for this sector as compared to other non-bank service providers.
The six indicators listed above take on board the three major dimensions of banking outreach: penetration, availability and usage. In particular, indicators (a) and (b) measure the outreach of the financial sector. More specifically, while geographic inclusion focuses on banking penetration, demographic inclusion considers the availability of banking services. These measures however, have limitations as indicators of access to physical banking outlets. More importantly, these measures implicitly assume a uniform distribution of bank outlets within a country's area and across its population. In reality, bank branches and ATMs could be concentrated across population groups, delimiting its utility in certain cases. To overcome this drawback, indicators (c) through (f) measure the use of banking services. We focus on bank deposits and loans, because these are the main services offered by banks for which information is available. Table 2 reports the correlations among the measures of banking outreach outlined earlier. The evidence suggests that all the measures tend to move broadly in tandem, given that all the correlations are close to 60% or higher, and as such, needs to be examined separately in the regressions. The correlation between geographic and demographic inclusion is 70% and between demographic inclusion and per capita deposit accounts, it is 75%. As Beck et al. (2007) observes, higher values for the average size of loans or deposits would signify that banking services are more limited in use, implying lower banking outreach. As a result, the correlation of deposit-income and loan-income ratio with the other indicators is negative. For example, the correlation between loan-toincome ratio and geographic inclusion is -0.6. All of these correlations are significant at the 0.01 level. We also examine the extent of banking outreach across states. For expositional simplicity, we classify the states on three-fold criteria: income, region and geography. In our subsequent analysis, we employ dummies to examine differences in banking outreach across these classifications. Specifically, high-income states are as defined by World Bank (2005) and corroborate the earlier classification by Sachs et al. (2002a) and Ahluwalia (2002) . Likewise, states have also been classified according to regions, following RBI (2007) and finally, as coastal or hinterland (Government of India, 2008a).
2
The evidence indicates significant differences in both geographic and demographic inclusion across high-and low-income states; similar evidence is manifest in case of deposit and loan accounts as well. There is also evidence to suggest limited use of deposit services in the low-income states (Beck et al., 2007) . By way of example, the mean deposit/income ratio in the low-income states is 3.78 as compared to 2.54 in the high-income states. The difference is statistically significant at the 0.05 level.
In terms of regional divergence, the differences in demographic inclusion and deposit accounts per capita are substantial. Illustratively, the number of bank office per 100,000 people is the highest at 7.67 in the Southern region as compared with 4.73 in the Eastern region. This difference is statistically significant at the 0.01 level. The differences in loan accounts per capita are significantly higher in the Southern as compared to other regions; both deposit-income ratio and loan-income ratio exhibits limited divergence across regions. The evidence is consistent with recent findings which reports significant regional variation in the provision of financial services (Basu, 2006; Government of India, 2008b) . Finally, across most indicators, coastal states exhibit higher levels of banking outreach; only in case of loan accounts per capita, the difference is observed to be statistically significant. These raw correlations however, do not control for state characteristics or the business cycle. The differences in banking outreach for the pre-and post-reform period is no less striking. The evidence indicates a significant improvement in both geographic and demographic inclusion; as well, the values of both deposit-income and loan-income ratio have declined, signifying greater outreach of banking services.
Although the present analysis represents perhaps the first systematic attempt to analyze banking outreach at the state-level, it is not without its limitations, either. First, the focus is primarily on banking exclusion; other dimensions of financial exclusion, such as price exclusion, marketing exclusion and self-exclusion have not been addressed. As Claessens (2006) observes, for communities with limited access to financial products, this process becomes self-reinforcing and is often an important factor in social exclusion. Additionally, the measures of financial exclusion considered are not devoid of certain shortcomings, either. By way of illustration, an individual or firm may receive more than one loan or have multiple deposit accounts, so that the number of loans and deposits accounts is far from being a perfect proxy of the number of people using these services within a state. Likewise, the average size of loans and deposits to per capita NSDP might not be representative of the value of services that a typical individual might receive.
DATA AND VARIABLES
For the analysis, we use state-level data for the period 1973-2004. We selected this time period for several reasons. First, it seems sufficiently long to allow long-run influences to play out. Second, the period coincides with the availability of consistent data on the concerned variables at the state level to clearly discern the impact of banking outreach on state level growth.
The data includes 14 states in India, in line with the standard practice of comparing the economic performance of states that treats smaller or North Eastern states differently (Ahluwalia, 2002; Sachs et al., 2002; Nachane et al., 2002; Biswas et al., 2010; Kalra and Sodsriwiboon, 2010) .
3 i Therefore, we exclude from the study the "special category" states that receive exceptionally generous grants from the Federal Government on account of their specific institutional characteristics and certain newly constituted states carved out of existing ones (See Rao and Singh, 2007 for further details). In financial year 2003-04, these 14 states accounted for roughly 80% of India"s land area, over 70% of her population and nearly three-quarters of the domestic product.
The dependent variables are the six banking outreach indicators as discussed earlier. We sequentially introduce these indicators and ascertain the impact of various state-level factors on the banking outreach indicators. The initial value of the variable is included to examine convergence: if states with higher initial values of the variable exhibit higher outreach, this would entail a positive sign on the coefficient. The Appendix details the data sources and summary statistics of the relevant variables.
Following from our earlier discussion, we introduce a set of economic variables to ascertain their impact on banking outreach. Most of these variables have been employed by previous researchers in their analysis of Indian states (Ahluwalia, 2002; Purfield, 2006; Besley and Burgess, 2004; Kochhar et al., 2006; Gupta et al., 2009) . First, we include the level of per capita income to test whether high-income states display higher banking outreach (Hypothesis 1). Second, we capture the state economic structure by including the ratio of agriculture in NSDP (Hypothesis 2). Third, we capture the quality of human capital by including the literacy rate (Hypothesis 3). Fourth, the industrial relations climate in a state is captured by including the ratio of mandays lost per worker (Hypothesis 4). Fifth, we include the logarithm of roads per 1,000 square kilometers as a proxy for the availability of physical infrastructure (Hypothesis 5). Finally, as a measure of the institutional quality, we consider the transmission and distribution (T&D) losses of state electricity boards, or SEBs (Hypothesis 6).
State-level income data is derived from the Economic and Political Weekly States Database (EPW, 2003) , complemented by data from the website of the Ministry of Statistics and Programme Implementation (MOSPI). Using this data, we construct an annual series on real net per capita income and the shares of agriculture, by appropriately splicing the three base-year series. The infrastructural variables are also obtained from the Statistical Abstract and supplemented with annual reports of State Electricity Boards (SEBs) as available on the website of the Indian Planning Commission. The Statistical Abstract also provides information on the literacy variable. The data on road network is extracted from the website of the Ministry of Surface Transport, Government of India, supplemented with the Statistical Abstract. The banking data are culled out from the Basic Statistical Returns, a yearly Indian central bank publication which provides detailed state-level information on deposits and credit of commercial banks. All nominal variables have been deflated by the wholesale price index (with base 1993-94=100) to convert them into real terms.
EMPIRICAL STRATEGY AND RESULTS

Regression Specification
The univariate tests conducted earlier do not control for factors that might systematically impact state-level banking outreach. First, state-level controls are not accounted for. The pace of economic activity could also be an important consideration. Taking these aspects into account, we estimate the effect of various factors on state-level banking outreach. The regression specification for state s at time t assumes the following form: 
In (1), the dependent variable (Outreach) is one of the measures of banking outreach mentioned earlier. It is assumed to be a function of lagged outreach and a vector of state state-level controls, including measures of its economic structure (NSDP per capita, PCNSDP and share of agriculture, Agr), educational attainment (literacy rate, Lit), physical infrastructure (roads per 1000 sq. kms, Roads), institutional quality (transmission and distribution losses, T&D) and industrial climate (mandays lost, MDL). We control for the business cycle by including real GDP growth and finally, ν denotes the error term. Given the possible endogenenity of several of the explanatory variables, the econometric analysis utilizes a generalized method of moment (GMM) dynamic panel estimate to assess the relationship between state-level variables and measures of banking outreach. The GMM estimator has the advantage that it allows past realizations of the dependent variable to affect its current level, using lagged levels of the dependent and predetermined variables.
The reliability of the GMM estimation procedure depends on the validity of the instruments. We consider the validity of the instruments by presenting the Sargan test on over-identifying restrictions. It is asymptotically distributed as χ2 and tests the null hypothesis of validity of the (over-identifying) instruments. The p-values report the probability of incorrectly rejecting the null hypothesis, so that a p-value above 0.05 implies that the probability of incorrectly rejecting the null is above 0.05. As a result, a higher p-value makes it more likely that the instruments are valid.
The consistency of the estimates also depends on the absence of serial correlation in the error terms. This will be the case if the differenced residuals display significant negative first-order serial correlation and no second-order serial correlation. We present tests for first-order and second-order serial correlation related to the estimated residuals in first differences. The test statistics are asymptotically distributed as standard normal variables. The null hypothesis relates to insignificance, so that a low p-value for the test on first-order serial correlation and a high p-value for the test on second-order serial correlation would suggest that the disturbances are not serially correlated.
Results and Discussion
Six sets of results are presented in Table 4 , corresponding to the six sets of banking outreach indicators. These are labeled as Panels A to F, respectively. We sequentially introduce variables representing the various factors deemed as relevant in influencing banking outreach, before combining them in a single model. The concerned variable is indicated in the top of each column. 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 In Panel A, the coefficient on initial inclusion is 0.07, which suggests that, on average, states with higher bank branches (in relation to their area) to start with witness increases in geographic inclusion. This result resonates across almost all specifications of banking outreach, see Panels B to F of Table 4 . What this indicates is a divergence across states in terms of banking outreach over time, ceteris paribus.
The coefficient on PCNSDP is negative and statistically significant at the 0.01 level. In other words, states with higher levels of economic development exhibit lower geographic inclusion. Without loss of generality, it seems likely that economically developed states are those which already have high branch presence. Besides the economic significance, the magnitude is statistically meaningful, as well: a one standard deviation rise in PCNSDP lowers geographic inclusion by roughly 1.5 standard deviation.
The coefficient on Agr is negative, attesting to the fact that states with greater shares of agriculture display lower geographic outreach. In terms of magnitude, a 10% rise in agriculture share lowers geographic inclusion by roughly 0.7 percentage points. This is consistent with Hypothesis 2 which indicates that higher agriculture share would entail lower geographic outreach.
The results obtaining in specification (3) appear to indicate that literacy is an important factor behind geographic inclusion. The coefficient on literacy is positive and significant at the 0.01 level, highlighting the importance of literacy in general in improving geographic inclusion. In order to gauge the economic relevance of this variable, we perform a standard comparative dynamics exercise. Specifically, we compute the total impact on geographic inclusion if we are moving from a state at the 10th percentile of the distribution of literacy to a state at the 90th percentile. The effect on geographic inclusion based on the estimated coefficients in the regression in Panel A (Model 1) is positive. 4 The evidence thus indicates that the effect of literacy is, on average, positive and significant, both statistically and economically. This lends credence to the hypothesis that literacy exerts a salutary effect on banking outreach.
In the final two specification, the coefficients on both Roads and T&D losses have expected signs, which suggests that both the paucity of physical infrastructure as also inadequate institutional quality are a major hindrance in the quest for greater geographic inclusion. For instance, as Kochhar et al. (2006) observe, transmission and distribution (T&D) losses of state electricity boards, to the extent it is the outcome of state-level decisions, reflects on both the quality of its institutions (lack of viability of state electricity boards) as also its infrastructure (high T&D losses reflect low power quality which directly impinges on manufacturing) and could lower economic growth. Likewise, states with better transport network would be better able to attract investors. In conjunction with the fact that an efficient financial system will redirect financial savings towards such states, the net effect is likely to be manifested in higher banking outreach.
All specifications control for the impact of mergers during the post-reform period. Wherever significant, the coefficient bears expected signs. The specification tests indicate that the model is well-specified.
The findings in Panel B pertaining to demographic inclusion mirror earlier results: agriculturally-dominant, less literate states with inadequate institutional quality and poor physical infrastructure display lower outreach. Panels C and D focus on deposit and loan accounts per capita, which are proxy measures for the use of banking services. Both policies and social indicators are important factors behind the high per capita deposit and loan accounts across states. In Panel C, the coefficient on literacy is uniformly positive across all specifications, while the coefficient on the infrastructure variables exhibit expected signs.
More often than not, literacy and infrastructure draw significant attention presumably owing to their visible impact on banking outreach. Labor regulations however are observed to be important as well. By constraining output and employment, protective employment regulations can also hinder banking outreach. Consider, by way of example, Model 4 in Panel D. The coefficient on mandays is -0.086, which suggests that a rise in mandays lost by 10% lowers the use of loan accounts by about 1 percentage point.
The final two panels also explore the use of banking services relative to the level of development. Higher values for the average size of loans or deposits relative to income would signify that banking services are more limited in use, implying lower banking outreach. Wherever significant, the coefficients bear expected signs.
Take, for instance, Panel E. It is observed that states with higher share of agriculture have lower use of banking services: the coefficient on Agr is positive and significant with a point estimate equal to 0.13. The variable however loses its significance in the fully augmented model, suggesting that, other variables overwhelm the structure of the economy in explaining use of deposit services. One such variable is literacy. In Model 3, when included as a stand-alone variable, the coefficient on the variable Lit equals -0.169, so that a ten percentage rise in literacy improves the use of deposit services by around 1.7 percent. Even in the fully augmented model, the variable retains its sign and significance, although the magnitudes are slightly lower. In fact, literacy is associated with higher use of loan services as well (See, Panel F, Models 3 and 7). Better infrastructural quality as proxied by Roads also exhibits similar effects on the use of deposit services.
The level of economic development of the state is observed to be an important factor behind the use of loan services. In Panel F, the coefficient on PCNSDP is negative, with a point estimate equal to -0.21. This suggests that improvements in state-level per capita income are associated with higher loan use. Unlike the case of deposit use wherein infrastructural developments were an important consideration, it is mandays lost that exerts a significant impact on loan use, presumably by impeding the flow of credit. In the model with all variables included, a rise in mandays lost by 10 percent lowers loan use by just over 1 percent.
In separate regressions (not reported), we also included dummy variables according to state characteristics such as income, region and location, besides the various state-level variables as earlier. 5 The results lend credence to the univariate findings of significant differences in banking outreach across income and regional characteristics. While the differences in income permeated across all indicators of banking outreach, in case of regional characteristics, the difference was particularly striking for Eastern region as compared to Southern and Western regions. This concurs with the evidence of substantial regional differences in financial services in India (See, RBI,. 2009 ). Consistent with Sachs and Bajpai (2005) , loan accounts per capita appear to be significant higher for coastal (as compared to land-locked) states. This is not surprising, given the high growth of export-oriented units along the coast (Sachs et al., 2002a; 2002b) . Contextually, the hinterland in China also experienced lower economic growth compared to the coastal regions and this seems to have widened over the last two decades.
Index of Banking Outreach
Advancing the argument further, we construct an index of banking outreach, taking on board the three aspects of outreach: penetration, availability and usage (See Sarma, 2008 for details). The computed index (Index) ranges from 0.101 to 0.357, with an average of 0.216, suggesting moderate levels of banking outreach across states. Since the index does not assume extreme values (i.e., either zero or one), we make a logistic transformation Z (where the variable Z=Ln [(Index)/(1-Index)]) such that the transformed variable lies between [-∞, ∞] . This transformed variable is a monotonically increasing function and hence, preserves the same ordering as the original variable.
To estimate the impact of state-level factors on the financial inclusion index, we employ regressions of the following form:
where, as earlier, s indexes state and t denotes year.
In (1), the dependent variable (Index) is assumed to be a function of state-level controls (Controls) as discussed earlier. State (SD) and year dummies (YD) included to control for shocks to the state economy and for business cycle fluctuations.
Three sets of results are presented in Table 5 . Throughout, the reported standard errors are computed allowing them to be correlated for observations corresponding to the same state (i.e., using clustered standard errors). 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 1973-2004 In column (1), the coefficient on the initial value of the index is 0.76, which suggests that states with higher levels of banking outreach to begin with exhibit, on average, higher index values. This result remains valid in the remaining specifications as well. This concurs with our previous findings which indicate a divergence in banking outreach among states over time.
The coefficients on the state-level variables echo earlier results. In particular, the coefficient on literacy is positive and significant at the 0.10 level with a point estimate roughly equal to 0.075, highlighting the importance of literacy in general in improving banking outreach. It is also found that mandays lost due to industrial disputes exerts a negative and significant impact on banking outreach. That is, poor status of industrial relations in states not only inhibit economic performances of states (Besley and Burgess, 2004) , but also adversely affects the outreach of financial services. While the importance of financial development for industrial growth is well-documented (Rajan and Zingales, 1998), the present analysis suggests a reverse link from growth to finance: rigid state-level labor regulations could hold back industrial growth and in turn, impede banking outreach. Finally, institutional quality is found to exert a perceptible impact on banking outreach: a rise in T&D losses by 10% lowers the index value by 0.2%.
CONCLUDING REMARKS
The paper makes a systematic attempt to ascertain the factors influencing banking outreach at the sub-national level. Borrowing from the literature, we employ measures of banking outreach that capture the penetration, use and availability of banking services. We subsequently examine the factors that impact banking outreach, using data on major states in India covering the period 1973 to 2004.
The analysis indicates significant regional divergences in banking outreach across states, as also in terms of their income characteristics. More importantly, the multivariate regressions indicate an important role of literacy and infrastructure in explaining banking outreach. We thus complement the extant literature on sub-national economies by providing a rationale behind the high growth of certain states/ regions vis-à-vis others.
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The analysis also suggests a role for improving labor regulations. More often than not, educational attainment and infrastructure development draw significant attention, owing to their visible impact on banking outreach. Labor regulations however are observed to be important as well. By constraining output and employment, protective employment regulations can also hinder banking outreach. While the importance of financial development for industrial growth is well-documented (Rajan and Zingales, 1998), the present analysis suggests a reverse link from growth to finance: rigid statelevel labor regulations could hold back industrial growth and in turn, impede banking outreach.
We also combine the three dimensions of banking outreach -penetration, availability and usage -into an index. The index ranges from 0.101 to 0.357, suggesting moderate levels of banking outreach across states. An analysis of the factors affecting the index reiterates earlier findings: literacy, industrial climate and institutional quality are some of the most important factors that influence banking outreach.
Attaining the millennium development goals is an important objective for policymakers worldwide (UNDP, 2008) . Central to this process is the promotion of inclusive growth. Globally, policymakers across countries and continents are making concerted efforts to achieve inclusive growth (Government of India, 2008b; HM Treasury, 2007; Weingarten, 2007; European Commission, 2008) . The Indian experience with regard to banking outreach testifies to this point. Table 3 ), the dummy variable was observed to be significant, suggesting a structural shift in banking outreach in the post-reform period. 6 To see this, note that the common set of states that are both high-income and coastal include AP, GUJ, KARN, KER, MAH, TN and WB. Without loss of generality, the high-income, coastal states are those belonging to the Western and Southern regions. 
APPENDIX VARIABLES AND SUMMARY STATISTICS
